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February 4, 2010

Mr. David A. Stawick

Secretary

Commodity Futures Trading Commission
1155 21" Street NW

Washington DC 20581

Re:  CME Revised Petition to Commingle Customer Funds Used to Margin
Credit Default Swaps with Other Funds Held in Segregated Accounts

Dear Mr. Stawick:

The Futures Industry Association (“FIA”} welcomes the opportunity to submit this letter in
response to the Commodity Futures Trading Commission’s (“Commission’s”) request for
comments on the Chicago Mercantile Exchange’s (“CME’s”) revised petition for an order
pursuant to section 4d(a)(2) of the Commodity Exchange Act (“Act”). The requested order
would authorize the CME and FCMs clearing through the CME to commingle customer funds
used to margin cleared credit default swaps (“CDS”) with other funds beld in customer
segregated -accounts maintained in accordance with section 4d(a)(2) of the Act and
Commission rules (“section 4d order™). For the reasons set forth below, FIA does not believe
that collateral deposited to margin cleared CDS should be permutied, at this time, to be
commingled with the customer segregated funds account.

In our September 14, 2009 letter to the Commission commenting on the CME’s initial
petition, we noted that cleared CDS do not appear to meet any of the factors that we had
identified as potentially supporting a finding that cleared-only over-the-counter (“OTC”)
derivatives and related margin should be permitted to be held in a customer segregated
account.” In particular, because cleared CDS may not be casily offset or hedged, the risk to

E FIA is a principal spokesman for the commodity futures and options industry, FIA's regular

membership is comprised of approximately 30 of the largest futures commission merchants ('FCMs™) in the
Lnited States. Among FIA’s associate members are representatives from virtually all other segments of the
futures industry, both national and international. Reflecting the scope and diversity of its membership, FIA
cstimates that its members effect more than eighty percent of all customer transactions executed on United States
contract markets.

z Specifically, (i) the OTC contract is integrally related with an exchange-traded centract; (ii) the OTC

contract is sufficiently liquid to permit offset in the event of a clearing member default; (iii) in the absence of
offset, the risk of carrving the positions may be easily hedged; and (iv} the cleared-only OTC contracts provide
opportunities for cross-margining with exchange-traded contracts. Letter from Jehn M. Damgard, President,
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the customer segregated account in the event of a default is especially difficult to assess.
Therefore, we recommended that action on the CME petition be deferred until the
Comnussion had adopted objective standards by which the Commission will determine which
cleared OTC derivatives will be eligible or required to be held in a section 4d segregated
account and which cleared OTC derivatives will be required to be held in separate, i.e., non-
section 4d, accounts.”

The significant new fact underlying the CME’s revised petition is the change in its rules
relating to the structure and operation of the guaranty fund. In particular, the CME amended
Rule 802, Protection of the Clearing House, and Rule 816, Guaranty Fund Deposits, fo
provide that a clearing member’s guaranty deposit will be allocated to specific tranches based
in substantial part on the product class(es) cleared by the member firm. As the CME explains
in the revised petition, the purpose of the amendments is to ensure a commensurate
assumption of risk by those firms clearing each product class.”

Futures Industry Association, to David A. Stawick, Secretary to the Commission, dated September 14, 2009,
“Chicago Mercantile Exchange Petition to Commingle Customer Funds Used to Margin Credit Defauit Swaps
with Other Funds Held in Segregated Accounts,” a copy of which is enclosed as Exhibit A,

3 , . . “ e .- :
As the Commussion will recall, comments on the CME’s initial petition for a section 4d order were

required fo be filed concurrently with comments on the Commission’s proposal to amend Commnussion Rule
190.01(a) to add a sixth and separate account class for & limited group of cleared OTC derivatives. In supporting
the proposed amendment, we also recommended that, concurrent with the creation of the proposed separate
account class for cieared OTC derivatives, the Commission adopt (after notice in the Federal Register and a
reasonable opportunity for comment) objective standards by which the Commission will determine which
cleared OTC derivatives will be eligible or required to be held in a section 4d segregated account. We expressed
our concern that failure to adopt such objective standards will resuli in legal uncertainty in the event of an FCM
bankruptey, which may threaten the integrity of the section 4d customer segregated account. Moreover, a
combined account could delay or prevent the transfer of exchange-traded positions 0 a solvent FCM. Letter
from John M. Damgard, President, Futures Industry Association, to David A. Stawick, Secretary to the
Commission, dated September 14, 2009, “Separate Account Class for Cleared Only Derivatives,” a copy of
which is enciosed as Exhibit B.

N The CME self-certified these rule amendments i accordance with the provisions of Commission Rule

40.6 by a filing with the Commission dated December 11, 2009, The CME assigns the products it clears o one
of three classes: (1) the CDS Product Class; (2) the Base Product Class, i.e., all products that are not assigned to
the CDS Product Class or the Alternate Product Class; and (3) the Alternate Product Class, i.e., any product
approved by the Clearing House Risk Committee.* A clearing member’s required guaranty fund deposit is
determined, in part, on the volume of business that the clearing member conducts in each product class.

The guaranty fund is divided into four tranches: (1) the Base Product tranche is equal to 80 percent of the
guaranty fund amounts contributed with respect to the Base Product Clags; (2) the CDS tranche is equal to 80
percent of the guaranty fund amounts contributed with respect to the CDS Product Class; (3) the Alternate
tranche is equal to 80 percent of the guaranty fund amounts contributed with respect to the Alternate Product
Class; and (4) the Commingled tranche is equal to the remaining 20 percent of the guaranty funds contributed
with regpect to all of the foregoing product classes. A clearing member’s guaranty fund deposit is allocated to
each product class tranche based on the proportion of its business that if transacts in each product class, Thus,
for example, the guaranty fund deposit of a clearing member that clears only CDS would be allocated only to the
CDS tranche and the Commingled tranche. Similarly, the guaranty fund deposit of a clearing member that clears
only exchange-traded futures would be allocated only to the Base Preduct tranche and the Commingled tranche.
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The amended rules are intended to provide a level of protection to the guaranty fund deposits
of clearing members that do not clear the product that caused the default. This protection is
not complete, however. If the loss incurred by a defaulting clearing member is large enough,
not only would the guaranty funds deposited by clearing members that clear only CDS be
applied to compensate the clearing house for losses caused by a CDS clearing member, but a
portion of the guaranty funds deposited by clearing members that clear only exchange-traded
futures c?uld be applied to compensate the clearing house for losses caused by a CDS clearing
member.

FIA is not taking a position with respect to the substance of the CME’s amended rules.
Certain FIA member firms support the rules; others do not. Nonetheless, we are agreed that
the amendments do not address the concerns we raised in our September 14 letter and reiterate
here, e.g., in the event of an FCM default, (1) the risk of legal uncertainty may threaten the
integrity of the section 4d customer segregated account or, (ii) a combined account may delay
or prevent the transfer of exchange-traded positions to a solvent FCM. Consequently, our
view that action on the CME petition should be deferred is unchanged.

Although FIA is not taking a position on the substance of the amended rules, we want to take
this opportunity to express our concerns regarding the process by which the amendments to
CME Rules 802 and 816 were adopted and certified to the Commission. FIA has consistently
taken the position that the procedures by which a designated contract market or derivatives
clearing organization adopts and enforces its rules should be transparent and should assure
that all members and other affected market participants have an opportunity to express their
views and otherwise participate in the process. This is especially true when such rules
directly affect the financial obligations of clearing members or relate to the financial integrity
of the derivatives clearing organization.

In 2004, in response to the Commission’s request for comments on the governance of self-
regulatory organizations (“SR0s”),° FIA devoted considerable time discussing the need for
greater transparency in SRO rulemaking.” Acknowledging that neither the Act nor the
Commission’s rules prescribe the procedures that an SRO should follow in adopting rules, we
nonetheless asserted that an SRO cannot comply with the provisions Commission Part 40,
unless the SRO’s rulemaking procedures are designed to solicit input from all members and

’ In the event of a clearing member default, the CME will first apply the assets of the defaulting clearing

member available to the CME (i.e., the defaulting member’s guaranty fund depesit, performance bond deposits,
memberships and Class A shares), followed by the CME’s own surplus funds (approximately $100 million) to
reimburse the CME for the loss mcurred. Tf the loss exceeds these sums, the CME will then determine the
product class responsible for the loss. If the loss was caused by CDS, the CME would then apply the guaranty
fund aliocated to the CDS tranche, then the Commingled tranche and, if necessary, the Base Product tranche.

£ 69 Fed.Reg. 32326 (June 9, 2004).

’ Letter from John M. Damgard, President, Futures Industry Association, to Jean A. Webb, Secretary to
the Commission, dated September 30, 2004, a copy of which is enclosed as Exhibit C.
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affected market participants on significant rule proposals.® More recently, FIA took a more
definitive position, recommending that some public process, including a 30 day notice and
comment period, should be afforded to all interested parties before SRO rules are imposed on
market participants.”

We understand that, prior to adopting the amendments to Chapter 8, the CME consulted a
number clearmg members. However, the CME took no steps to afford all clearing members
and other aflected participants an opportunity to analyze or express their views on this
fundamental change in the structure of the graranty fund. Consequently, many CME
members {(and market participants) were not aware of the amendments until they were self-
certified with the Commission.

We respectfully submit that such a result is unacceptabie. To reiterate, SRO procedures must
afford all members and other affected market participants an opportunity to express their
views and otherwise participate in the rulemaking process, especially when such rules directly
affect the financial obligations of clearing members or relate to the financial integrity of the
derivatives clearing organization. If an SRO is unwilling to adopt and implement transparent
rulemaking procedures voluntarily, including requesting Commission approval of SRO rules
In appropriate circumstances, we urge the Commission to takes such steps as its deems
necessary to ensure this result.’”

Conclusion

FIA appreciates the opportunity to submit these comuments. If the Commission has any
questions concerning the matters discussed in this letter, please contact Barbara Wierzynski,
FIA’s Ekecutive Vice President and General Counsel, at (202} 466-5460.

T X

M. Damgard
esident

§ Further, to the extent affected market participants are not afforded an opportunity to have their views

taken into account when an SRO adopts rules, they mwst have the opportunity to seek redress with the
Commission.

? Letter from John M. Damgard, President, Futures Industry Association, to David A, Stawick, Secretary

to the Commission, and Elzabeth M. Murphy, Secretary to the Securities and Exchange Commission, dated
September 14, 2009, “Submission for the Record on Harmonization,” a copy of which is enclosed as Exhibit D.

v To this end, the Commission has the authority under section 5Sc(c) of the Act to adopt interpretative
guidance with respect to SRO rulemaking procedures. In addifion, FIA supports the provisions of HR 4173,
which would specifically authorize the Commission, in prescribed circumstances, to delay approval of self-
certified rules, pending Commission review, including publication of the rule for a 30-day comment peried.
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ce: Honorable Gary Gensler, Chairman
Honorabie Michael Dunn, Commissioner
Honorable Ji} B Sommers, Commissioner
Honorable Bart Chilton, Commissioner
Honorable Scott O"Malia, Commissioner

Division of Clearing and Intermediary Oversight
Ananda Radhakrishnan, Director
Robert B. Wasserman, Associate Director
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September 14, 2009

Mr. David A, Stawick

Secretary

Commodity Futures Trading Commission
1155 21" Sereet NW

Washington DC 203581

Re:  Chicage Mercantile Exchange Petition to Commingle Customer Funds Used to
Margin Credit Default Swaps with Gther Funds Held in Segregated Accounts

Dear Mr. Stawick;

The Futures Industry Association { “FIA”) submits this letfer in response to the Commodity
Futares Trading Commission’s (“Commission’s ™) request for comments on the C}11caﬂ<>
Mercantile Exchange’s (*CME’s”) petifion asking the Commission to issue an order pursuant
to section 4d(a)(2) of the Commodity Exchange Act (“Act™) authorizing the CME and futures
commussion merchants clearing through the CME to commingle customer funds used to
margin credit default swaps (“CDS”) with other funds held in customer segregated accounts
maintained in accordance with section 4d(a)2Y of the Act and Commission rules.

FIA supports the efforts of the CME and other clearing organizations to devel iop and provide

clearing services for over-the-counter (“OTC”) derivatives, including CDS. Es»ablmhmff a
proper clearing mechandsm for standardized OTC derivatives is a crifical element of the
several regulatory reform proposals that have been submitted by the Obama Administration,
members of Congress and the Commission to reduce systemic risk in the financial system.
The CME is to be congratulated for taking on this task.

FIA also recognizes the many benefits that may flow from combining cleared customer CD8
positions, and the funds deposited to margin such positions, with the customer segregated
account maintained in accordance with section 4d(a)(2) of the Act. Cusiomers take special
comfort in knowing that their funds are held in segregation and that, in the event of an FC
default, the Bankruptey Code and the Commission’s bankruptey rules, 17 CFR Part 190,
assure futures customers a priority over general creditors. A combined account conld also
facilitate the cross-margining of positions, permitting the more efficient use of capital.

1 FIA 18 & principal spokesman for the commodity fotures and options industry.  FIA's regular

membership Is comprised of approximaiely 30 of the largest Faturss commission merchants (“FCMy™) in the
United States. Among FIA’s asseciate members are representatives from virtually all other segments of the
futures industry, both national and international. Reflecting the scope and diversity of its membership, FIA
estimates that its members effect more than eighty percent of all customer iransaciions executed on United States
contract marikets.
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However, we also appreciate that commingling exchange-traded futures and cleared OTC
derivatives may pose potential risks to the customer segregated sccount. Cleared OTC
derivatives may dilute the pool of assets available fo exchange-traded futures customers in the
event of an FCM banlauptey. Further, a combined account could delay or prevent the transfer
of exchange-traded positions to a solvent FCM. Because of these risks, FIA does not believe
that all cleared OTC derivatives should be permitted to be commingled with the customer
segregated funds account.

The Commission appears to share our concerns, In a Federal Register release dated August
13, 2009, the Commission has proposed to amend the Commission’s bankruptey rules to
establish a sixth and separate account class for a limited group of “cleared OTC derivatives.™
This separate account class would seek to provide custemers with “cleared OTC derivatives”
positions a priority over general creditors without affecting the pool of assets held in the
“futures™ account, i.e., assets held in accordance with section 4d(2)(a) of the Act and related
Commission rules.

By separate letter dated September 14, 2009, FIA commented on the Commission’s proposal.®
In that letter, we supported in concept the Commission’s proposal to create a separate account
class for “cleared OTC derivatives,” while urging the Commission to adopt concurrently with
the amendment objective standards by which the Commission will determine which cleared
OTC derivatives will be eligible or required to be held in a castomer segregated account and
which cleared OTC derivatives will be required 1o be held in separate, Le,, non-section 4d,
accounts. We expressed our concern that failure to adopt sach objective standards will result
in legal uncertainty in the event of an FCM bankruptcy, which may threaten the integrity of
the customer segregated account.

I that letter, we also set out, for purposes of discussion only and subject to further
consideration, our initial thoughts on the factors that we believe would support & finding that
cleared-only OTC derivatives and related margin should be permitted to be held in a customer
segregated account: (1) the QTC contract is integrally related with an exchange-traded
contract; {ii} the OTC contract is sufficiently liquid to permit offset in the event of a clearin g
member default; (iif) in the absence of offset, the risk of carrying the positions may be easily
hedged; and (iv) the cleared-onty OTC contracts provide opportunities for Cross-margining
with exchange-traded contracts.”

We are not convinced that the CDS contracts the CME intends to clear meet any of these
standards. Therefore, we cannot support the CME’s petition and recommend that action on
the petition be deferred. In particular, we are concerned that such contracts may not be sasily

z 74 Fed Reg. 40794 (August 13, 2000).
} Letter from Joha M. Damgard, President, Futures Industry Association, to David A, Stawick, Secretary

o the Commission, dated September 14, 2009,

¥ Id.p. 4, i 11
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offset or hedged. Therefore, we are unable to assess the potential risk to the customer
segregated account in the event of a default. Further, CDS are not integrally related to
exchange-traded futures contracts and do not appear to provide any opportunity for cross
margining.”

We appreciate the opportunity to submit these comments. 1f the Commission has any
questions concerning the matters discussed in this letter, please contact Barbara Wierzynski,
FIA’s Executive Vice President and General Counsel, at (202) 466-5460.

ce Honorable Gary Gensier, Chaimman
Homnorable Michael Dunn, Commissioner
Honorable Jill E. Sommers, Commissioner
Haonorable Bart Chilton, Commissioner

Division of Clearing and Intermediary Oversight
Ananda Radhalrishpnan, Director
Robert B. Wasserman, Associate Director

? In contrast, standardized cleared OTC derivatives involving interest rates or currencies may well meet

the standards set out above, i.e, they would be integrally related 0 exchange-traded futures, sufficiently Hauid to
permit offset or hedge, and provide opportunities for cross margising. In these circumstances, commingling
such positions, and related margin, with the customer segregated account mav be appropriate.
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September 14, 2009

Mr, David A. Stawick

Secretary

Commodity Futures Trading Commission
1155 217 Street NW

Washington DC 20581

Re:  Separate Account Class for Cleared Only Derivatives
74 Fed.Reg. 40794 (Aungust 13, 2009)

Dear Mr, Stawick:

The Putwres Industry Association (“FIA™Y welcomes the opportunity to submit this letter in
response to the Commodity Futures Trading Commission’s (“Commission’s) proposal to
amend its bapkruptey rules, 17 CFR Part 190 (“Bankruptey Rules™. The proposed
amendments would achieve two purposes.

Futures Account Class. First, the amendments would codify the Commission’s September
2008 Jnterpretative Statement Regarding Funds Relating o Cleared-Only  Contracis
Determined to be Included in a Customer's Net Equity (“Interpretative Statement”}).* In that
interpretative Statement, the Commission concluded that where, pursuant to Commission
order, cleared-only contracts,” and property margining such contracts, are properly included in
an account segregated in accordance with section 4d of the Commodity Exchange Act
("Act”), a claim arising out of a cleared-only contraci or property margining such a confract,
would be includable in the futures account class.®

I support of this determination, the Commission cited its October 2004 order, in which it
held that contracts traded on non-domestic boards of trade, and the assets margining soch

FIA is a principal spokesman for the comunodity futures and options indusiry. FIA's regular
membership is comprised of approximately 30 of the largest futures commission merchants {“FCMs™ in the
United States. Among FIA’s associate members are representatives from virtually all other segments of the
futores industry, both national and international Reflecting the scope and diversity of its membership, FIA
esiimates that its members effect more than eighty percent of all customer ransactions executed on United States
contract markets,

! 73 Fed.Reg. 65514 (November 4, 2008).

ki
| A clearsd-only contract 15 a derfvatives contract that is cleared by a rogistered derivatives clearing

organization (“DCO”) but not execnted on or subject to the tules of a destgnated contract market (DCM™.

¢ The Bankrupicy Rules currently list five account classes thal must be recognized as separate account

olasses by a trustes: (i) futures (i.e., contracts executed on a DCM) accounts; (ii) foreign futurss accounts; (ifi}
cormodity options accounts; {iv) le.vera.ga accounts; and (v) delivery accounts. 17 CFR §190.01(a),
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contracts, that are included in accounts segregated in accordance with section 4d of the Act,
should be mcluded in the futures account class.” As the Commission noted then:

[1]t would be inconsistent with the Commission’s intentions to deny customers
who had contributed property that was, in accordance with Commission
Orders, deposited into accounts segregated pursuant to Commission Regulation
1.20, apy participation in those accounts based on those contributions. . . .
[Clustomers whose assets are deposited in such an account should benetit from
that pool of assets.®

To codify the Interpretative Statement, therefore, the Commission has proposed to revise Rule
190.01(a) to add the tollowing proviso:

Provided, further, that, if positions in commodity contracts of one account
class (and the money, securities, andfor other property margining,
guaranteeing, or securing such positions), are, pursuant to a Commission order,
commingled with positions in commeodity contracts of the futures account class
{and the money, securities, and/or other property margining, guaranteeing, or
securing such positions), then the former positions (and the relevant money,
securities, and/or other property) shall be treated, for purposes of this part, as
being held in an account of the futures account class.

Cleared OTC Derivatives Account Class, Second, the Commission proposes to amend
Commission Rule 190.01(z) to add a sixth and separate account class for a limited group of
cleared over-the-counter (“OTC”) derivatives.  Ag defined in proposed Rule 190.01(00),
“cleared OTC derivatives”, including the money, securities and other property held to margin
such positions, that would be included in this account class would be Hmited to those cleared
OTC derivatives and related assels that are:

e carried by an FCM;
e cleared by a DCO;

s with respect to which the Comumission has not 1ssued an order requiring such positions
and assets to be held in a section 4d account; but

3 69 Fed Reg. 69510 (November 30, 2004).
69 Fed Reg. 69510, 69511 (November 30, 2004).

o



Mr. David A. Stawick
September 14, 2009
Page 3

@ with respect to which such positions and assets are nonetheless “reguired to be
segregated in accordance with a rule, regulation or order issued by the Commission,’
or which are required fo be held in a separate account for cleared OTC derivatives
only, in accordance with the rules or bylaws of a [DCO].”

Discussion. FIA sapports the proposed amendment to Cominission Rule 190.01(a) that
would confirm that a claim arising out of a cleared-only contract, or property margining such
a conftract, would be includable in the futures account class when such cleared-only contracts,
and property margining such contracts, are properly included in an account segregated in
accordance with section 4d of the Act. It is appropriate that the Commission’s guidance to
trustees in connection with the bankruptcy of a commodity broker be found in the
Commission’s Bankruptcy Rules rather than one or more interpretative statements issued
from time-to-time.

In addition, we support in concept the Commission’s proposal to ¢reate a separate account
class for “cleared OTC derivatives.” We agree that customers that participate in cleared OTC
derivatives should have the benefits of a separate account and customer priority under the
Commission’s bankruptey rules, to the extent that may be provided by law. Further, as is
evident from our support of portfolio margining, FIA does not oppose commingling {utures
segregated positions and funds with related OTC derivatives positions and funds in
appropriate circumstances. However, we also believe that certain OTC derivatives positions
and funds, even if cieared by a DCO, should not be heid in a section 4d account. Therefore, a
separate “cleared OTC derivatives” account class, which will provide “cleared OTC
derivatives” customers protections comparable to those afforded exchange-traded futures
customers, makes eminent sense.

In order fo assure that “cleared OTC derivatives” customers receive the benefits intended by
the proposed rule, we recommend that, concurrent with the creation of the proposed separate
account class for “cleared OTC derivatives”, the Commission adopt (after notice in the
Federal Register and a reasonable opportunity for comment) objective standards by which the
Commission will determine which cleared OTC derivatives will be eligible or required to be
held in a section 4d segregated account and which cleared OTC derivatives will be required to
be held in separate, i.¢., non-section 4d, accounts. We are concerned that failure to adopt such
objective standards will result in legal uncertainty in the event of an FCM bankruptey, which
may threaten the integrity of the section 4d customer segregated account.

! The term “segregaied” is used in the generic sense. In the Federal Register release accompanying the

proposed amendments, the Commission explams:

"By creating such an account class, the Commission is effectively specifying the manner in
which the trustee in the bankruptcy of a commodity broker that is an FCM must treat, in the
absence of an applicable Section 4d Order, claims arising out of cleared OTC derivatives when
determining net equity and allowed net equity.” 74 Fed.Reg. 40794, 40797 (August 13, 2009
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In adopting these standards, the Commission should also provide guidance regarding the
treatment of funds deposited to margin “cleared OTC derivatives.” In this regard, we ask the
Commission to confirm that an FCM’s obligations with respect to such funds will be
comparable to its obligations with respect to the foreign futures and options secured amount
under Commission Rule 30.7. That is, the FCM: (i) will be required to hold such funds in a
account separate from the customer segregated account under section 4d(a)(2) of the Act (and,
we assume, the foreign futures and foreign options sccured amount); (i) will be entitled to
invest such funds in accordance with the guidelines established for the foreign futures and
foreign options secured amount; (iil) will be required to obtain acknowledgment letters from
depositories holding such funds, similar to those required under Commission Rules 1.20 and
30.7; and (iv) will be required to maintain books and records with respect to such funds.

To date, the Commission’s section 4d orders have relied on factors that would appear to be
found whenever a DCO would clear an OTC derivatives contract, For example, in issuing its
order authorizing ICE Clear US and FCMs clearing through ICE Clear to commingle in a
section 4d account funds supporting posmons in cleared-only OTC swaps on coffee, sugar
and cocoa and other agricultural products,® and, again. in authorizing the Chicago Mercantile
Exchange (“CME”) and FCMs clearing through the CME fo commingle in a section 4d
account funds supporting positions in cleared-only OTC swaps on com, wheat and sovbeans,’
the Commission identified the following factors:

« all eligible products are submitted for clearing by a clearing member of the relevant
DCO;

¥
e cach cleared-only contract is marked to market on a daily basis;

o the BCO applies its margining system and Ldicuhies performance bond rates for each
cleared-only contract in accor damoe with its normal and customary practices;

s the DCO applies appropriate risk management procedures with respect to transactions
and open interest in the cleared-only contracts;

« the DCO conducts financial surveillance and oversight of clearing members clearing
cleared-only contracts sufficient to assure the DCO that the clearing member has
appropriate operational capabilities necessary to manage defaults in such contracts;
and

s the DCO makes available open interest and settlement price information for cleared-
only contracts in the same manner as exchange-traded contracts.'

# Commssion Order dated December 12, 2008,

i Comumission Ovder dated March 18, 2009, 74 Fed.Reg, 12316 (March 24, 2009}
i Because the products underlying each of the cleared-only agricultural swaps alse underlie exchange
contracis traded on cach DCO’s related DCM, each Comunisston order was also subject fo the conditions that; (1)
the related DCM establishes a coordinated market surveillance program that encompasses the cleared-only
contracts and corresponding futures contracts listed on the DCM; (i) the related DCM adopts speculatm
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The CME suggests similar conditions in its petition requesting an order authorizing the CME
and FCMs clearing threugh the CME to commingle in 2 section 4d segregated customer funds
account assets deposited to margin, guarantee or secure credit default swap (“CDS”™) contracts
cleared by the CME.Y

As the Commission itself has noted, these factors are essentially identical to the factors that a
DCO would apply in clearing exchange-traded contracts. In the November 4, 2008
Interpretative Statement, the Commission found that “over-the-counter contracts that are
cleared-only contracts are contracts for the purchase or sale of a commodity for future
delivery within the meaning of this section [761] of the Bankruptey Code. When cleared,
they are subject to performance bond requirements, daily variation settlement, the pofential
for offset, and final settlement procedures that are substantially similar, and often identical, to
those applicable to exchange-traded products at the same clearinghouse.”"

In light of these similarities, it is incumbent on the Commission to enunciate clear, objective
standards, pursuant to which affected parties will be able to determine whether particular
cleared-only derivatives contracts and related margin will be permitted to be commingled i a
section 4d customer segregated account and thereby be included in the futures account class
under the Commission’s Bankruptcy Rules. The failure to adopt such standards may cause
those whose cleared-only derivatives contracts are included instead in the proposed “cleared
OTC derivatives” account class to argue in Bankruptcy Court that they should have access to
the same pool of assets, i.e., the futures account. At the very least, such a claim threatens to
delay the potential transfer of positions from a defaulting FCM fo a solvent FCM. More
troubling, 3t could dilute significantly the pool of assets available to meet the claims of
exchange-traded futures customers. ™

position lintis for each cleared-only contracts that are the same as the limits for the corresponding contract listed
by the DCM; (itf) the cleared-only conlracts are not be treated as fungible with any coniract listed for trading on
the related DUM; (iv) cach FUM acting pursuant to the order keeps the types of records that are described in
section 4g of the Act and Commission rules thereunder, including Ruke 1.35; and (v} the relevant DCM applies
large rader reporting requirements to clearsd-only contracts.

H Letter from Lisa A, Dunsky, Director and Associate General Counsel, CME, to David A. Stawick,

Secretary to the Commission, dated June 15, 2009,

. 73 Fed.Reg. 63514, 65513 (November 4, 2008).

i We reaiize that developing these objective standards will not be a simple task and will involve the
ping P

consideration of a number of potentially competing factors, We enconrage the Commission to work with
representatives of DCOs, DCMs, FIA and other interested parties in crafting standards that would then he
published in the Federal Register for comment. For puposes of discussion only and subject to further
consideration, FIA has identified the following factors that we believe would support a finding that cleared-only
OTC contracts and related margin should be held in a section 4d account: (i) the OTC contract is integrally
retated with an exchange-traded contract; (i) the OTC contract s sufficiently liquid 1o permit offset in the event
of a clearing member default; (i) in the absence of offset, the risk of carrving the positions may be easily
hedged; and (iv} the cleared-only OTC cantracts provide opportunities for cross-margining with exchange-traded
contracts,



Mr. David A. Stawick
September 14, 2009
Page b

As a consequence of the recent financial crisis, it is likely that DCOs will be asked, or
required, to provide clearing services for an increasing number of OTC derivatives.” The
Commission, in particular, has proposed legislation that, if enacted, would assure this result.”
In these circumstances, we submit it is essential that the Conmmission take a more holistic
approach to the rules relating to the liquidation of commodity brokers. We suggest that
neither the Subchapter IV of Chapter 7 of the Bankruptey Code nor the Commission’s
Banlouptey Rules were written with the understanding or expectation that registered DCOs
would clear OTC derivatives.

In this regard, we note that on June 30, 2009, an ad hoc group of major huy-side and sell-side
OTC derivatives participants submitied a Reporr to the Supervisors of the Mujor OTC
Derivatives Dealers on the Proposals of Centralized CDS Clearing Solutions for the
Segregation and Portability of Customer CDS Positions and Related Margin (“Report™) to the
Supervisors of the Major OTC Derivatives Dealers (as identified in the Report). The Report,
which is available on the website of the Federal Reserve Bank of New York,'® was prepared
primarily by Cleary, Gottlieb Steen & Hamilton LLP, counsel to the group (“Cleary™). In Part
HL.C.2. of the Report (pp. 34-38}, Cleary describes the provisions of Subchapter IV of Chapter
7 of the Bankruptey Code and the Commission’s bankruptey rules, as well as the Commission
November 2008 Interpretative Statement.

Cleary concludes that there are reasonable arguments that cleared OTC derivatives may be
viewed as “commodity contracts™ for purpeses of Subchapter IV and Part 190, However, “the
risk of a contrary conclusion is not insignificant” [BEmphasis supplied.] Cleary adds that “in
light of residual uncertainty as to this issue, we believe there is a significant possibility (in a
worst-case scenario) that the proposition that cleared [OTC derivatives| contracts constitute
“comumodity contracts” within the meaning of the Bankruptey Code may be challenged. . .. In
addition, we also believe that any chalienge to the proposition that [OTC derivatives]
constitute commodity contracts would likely result in significant delay for customers seeking
the return of margin through the insolvent FCM.”

The Commission may have reached the same conclusion. In its August 17, 2009
recommendations to Congress, the Comimission has proposed amendments to the Bankruptey
Code that amend the definition of a “contract market” to remove the reference to “registered
entity,” which is currently the Commission’s basis for finding that cleared-only derivatives
contracts are “commodity contracts” under the Bankruptey Code. Instead, the Commission
recommends that the definition of a “commodity contract” be amended to include a “swap
that is submitted to a derivatives clearing organization for clearing” by a “swap clearer” (as

H Eg., The Department of the Treasury’s “Over-the-Counter Derivatives Markets Act of 20087

“Principles for OTC Derivatives Legislation”, Chairman Barney Frank and Chairman Coliin Peterson.

i Letter from Gary Gensler, Commission Chairman, to the Chairmen snd Ranking Members of the

relevant Congressional Commitiees, dated August 17, 2009, and attached legislative recommendations.

K hitp//www . ny. frb org/markets/Full Report.pdf
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defined). The broad definition of 4 “swap” in the Bankruptey Code would encompass all
cleared OTC derivatives contracts.

We welcome the Commission’s desire to rationalize the applicable provisions of the
Baskruptey Code and encourage the Commission pursue the adoption of appropriate
amendments to the Bankruptey Code to remove any legal uncertainty surrounding cleared-
only OTC derivatives. However, we do not vet understand how these nroposed amendments
would fit with the existing regulatory regime. For example, the proposed amendments imply
that those cleared OTC swaps that currently are subject to a section 4d order could lose that
perceived benefit. Further, a “swap clearer” is defined to include a swap dealer, FCM, fareign
FCM, leverage transaction merchant, or commodity options dealer that, “directly or indirectly,
submits a swap to a derivatives clearing organization for clearing.” The proposed
amendments imply that an entity other than an FCM could be admitted as a member of a DCO
for the purpose of clearing OTC derivatives on behalf of customers. The fmport of such a
result for FCMs and DCOs alike would need to be carefully examined.

We ook forward to working with the Commission to better understand its recommendations
and, perhaps, suggest further improvements. With the state of the law surrounding cleared
OTC derivatives in such flux, especially in the event of a default of an FOM carrying such
cleared OTC derivatives, we respectfully suggest it may be appropriate that the Commission
defer action on the proposed amendments to the Bankruptey Rules creating a “cleared OTC
derivatives” account class, until Congress has an opportunity to decide how to respond to the
various recommendations presented,

Conelusion.
We appreciate the opportunity to submit these comments. If the Commission has any

questions concerning the matters discussed in this letter, please contact Tammy Beotsford,
FIA’s Vice President and Assistant General Counsel, at {(202) 466-5460,
/ \

-
Sincerelv,

i

N

Johy M. Dampard””
Rregident
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ce: Honorable Gary Gensler, Chairman
Homorabie Michael Dunn, Commissioner
Honorable Jill B, Sommers, Commissioner
Honorable Bart Chilton, Commissioner

Division of Clearing and Intermediary Oversight
Ananda Radhakrishnan, Director
Robert B, Wasserman, Associate Director
Nancy Schnabel, Attorney Advisor
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Ms. Jean A. Webb

Secretary 1o the Commission

Commodity Futures Trading Commission
1155 21°" Street NW

Washington DC 20581

Re:  The Governance of Self Regulatory Organizations
69 Fed. Reg. 32326 (June 9, 2004)

Dear Ms. Webb:

The Futures Industry Association (“FIA™) is pleased to respond to the Commodity Futures
Trading Commission’s (“Commission™) request for comments concerning the governance of self-
regulatory organizations (“SROs™), 69 Fed. Reg. 32326 (June 9, 2004).* This letter expands upon
the matters that FIA discussed in the position paper that we forwarded to the Commission on June
8, 2004 (“Position Paper”),’ a copy of which is enclosed as Exhibit A. Recent developments in
the futures markets, such as the demutuvalization of SROs, competition among organized
exchanges and the move to for-profit structures, as well as the development of competing dealer
markets for over-the-counter derivatives products, warrant the Commissien’s careful
reexamination of SRO governance. The Federal Register release reflects careful thought about all
aspects of the efficacy of self-regulation in the futures industry.*

! FLA is a prineipal spokesman for the commedity futures and options indusiry. Qur regular membership

is comprised of approxunately 40 of the largest futures commission merchants (“FCM™) in the United States.
Among our approximately 150 associate members are representatives of virtually all other segments of the

futures industry, both national and international, including US and international exchanges, banks, legal and
accounting firms, introducing brokers, commodity trading advisors, commaodity poel operators and other markes
participants, and information and equipment providers. Reflecting the scope and diversity of our membership,
FIA estimates that our members effect more than 80 percent of all customer transactions executed on US
contract markets.

: 69 Fed. Reg. 32326 (June 9, 2004} (“Release”). The Commission extended the comment period to
Sept. 30, 2004. 69 FR 42971 (July 19, 2004).

: Letter to Honorable James Newsome, Chairmarn, Commaedity Futures Trading Commission, from John
M. Damgard, President, Futures Industry Association, dated June 18, 2004.

! FIA has had a long-standing interest in SRO governance issues and, in addition to the Position Paper,
has submitted several previous comment letters to the Commission an various SRQO governance matters. See,
e.g., Letter to Jean A, Webb, Secretary to the Commission, from John M, Damgard, President, Futures Industy
Association, dated June 18, 2004 (Futures Market Seif-Regulation); Letter to Jean A. Webb, Secretary to {he
Commission, from john M. Damgard, President, Futures Industry Asseciation, dated July 14, 2003 (Chicago
Board of Trade and Chicago Mercantile Exchange Rules); Letter to Jean A. Webb, Secretary to the Commission,
from John M. Damgard, President, Futires Industry Association, dated August 16, 2000 (A New Regulatory
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Introduction

FIA Delieves that self-regulation, combined with effective oversight by the Commission, is in the
public’s best interest — by ensuring the most meaningful and effective protections at the lowest
cost. Input from the industry can improve the likelihood that SRO rules will achieve their
intended goals. Similarly, input from industry participants can help disciplinary panels evaluate
questionable behavior with the benefit of knowledge and experience.

However, FIA 1s concerned that, in light of the recent developments described above, long-
standing conflicts of interest existing in the current SRO structure could lead to problems that
might jeopardize public confidence in the fairness of our markets’ For example, under the
current structure, it 1s possibie that SROs could use their regulatory authority for anti-competitive
purposes or to adopt rules that benefit parochial interests at the expense of the public interest. We
also believe that the Commission should more extensively evaluate certain rulemaking and
regulatory processes at the SROs, and can do so without moving to a prescriptive regulatory
environment,

We respectfully suggest that the Commission should take measured actions to strengthen its own
oversight functions and to enhance the independence and integrity of the self-regulatory structures
within SROs. By so doing, the Commission may prevent problems in the future. FIA believes
that these suggestions, although significant, may be viewed as evolutionary reforms to the current
system.

Recommendations

In order to minimize the potential for abuse arising from actual and perceived conflicts of
interest,’ FIA recommends that the following four goals inform the SRO governance initiative:

Framework for Multilateral Transaction Execution Facilities, Intermediaries, and Clearing Organizations;
Exemption for Bilateral Transactions); Letter to Jean A. Webb, Secretary to the Commission, from John M,
Damgard, President, Futures Industry Association, dated October 9, 1999 (Petition for Exemption Pursuant to
Section 4(c) of the Commodity Exchange Act).

: In our comments on the proposed amendments fo the Joint Audit Agreement, we noted that ““the
exchange and brokerage communities now often appear to be competing for the same business. Consequently,
the Commission, the several self-regulatory organizations and the derivatives industry generally must be more
sensitive to the appearance of potential conflicts of interest, if not actual conflicts of interest, that may arise from
implementation of the Proposed Agreement.” Letter fo Jean A. Weblb, Secretary to the Commission, fram John
M. Damgard, President, Futures Industry Association, dated June 18, 2004, p. 3. A copy of this letier i3 enclosed
at Exhibit B. As there, our comments in this letier are designed to reduce the conflicts of interest that are
inherent in any self-regulatory structure.

¢ Section 5(d)(15) of the Commeodity Exchange Act ("CEA”) as amended by the Commodity Futures
Modemization Act of 2000 (“CEMA™), requires that a board of frade “establish and enforce rules to minimize
conflicts of interest i the decision making process of the contract market and establish & process for resolving
such conflicts of interest.” See also the Release at Question 4.
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e Require board-level independence of SRO oversight accountable directly to the
Commission;

o Accentuate the separation of an SRO’s business and regulatory functions;

e Increase both the transparency of the regulatory process and industry participation
in the regulatory process; and

e Better assure the confidentiality of members’ proprictary information to prevent
improper use.

We believe that the Commission should use its existing authority under the Commodity Exchange
Act ("Act”), and in particular, its authority to ensure compliance with the core principles of
Section 5(d) of the Act, to achieve these goals.” We also believe that these goals are in the long-
term best interests of the SROs. We address each of these goals in greater detail below.

1, Independence of Regulatory Functions

FIA has previously observed that “there is both the perception and some indications of actual
conllicts of interest between the business side and the SRO functions of exchanges and clearing
houses.”® The most effective means for strengthening the independence of the regulatory
functions is by focusing on SRO governance. In order to strengthen the independence of
regulatory functions, the independence of SRO board members, vis-a-vis the current composition
of SRO boards, should be strengthened.

In the Position Paper, FIA outlines a critical reform necessary to address our concerns about
conflicts of interest. Specifically, a “Committee of the exchange/clearing house Board of
Directors made up of independent, non-industry directors should be responsible for SRO/DSRO
activities and responsibilities.” This reform, along with others outlined in this letter, should
minimize the risk that an SRO could use its regulatory authority for inappropriate purposes, or fail
1o use 1t in necessary circumstances,

’ See also Sections 5(d¥(1), S¢(d), and 8a of the Act, as well as §1.64, Appendix B to Part 38, §38.5§, and
40.6. Section Sc(a)(1) provides that “the Commission may issue interprefations or approve interpretations
submitted to the Commission, of section 5(d} [exempt boards of trade}, 3a(d) [core principles for registered
derivative transaction execution facility] and 3b(d)}2) (sic)[comect statutory reference is section 5b(c¥(2))
derivatives clearing organizations] of this title to describe what would constitute an acceptable business practice
under such sections.” This letter is devoted primarily fo governance of SROs that are designated contract
markets (*DCMs™). However, in light of these provisions of the Act, FIA believes that its observations should
apply with equal force to SROs other than contract markets to the extent that the same issues arise with respect
to those SROs.

’ Position Paper at 1.

i Paosition Paper at 1.
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FIA continues to have concerns about some definitions of “independent director.” As FIA
observed in the Position Paper, it is not convinced that current exchange and others’ definittons of
“Independent” are adequate to achieve these objectives. Some current standards define
“independence” merely as not having a relationship with the SRO as an entity. At a minimum,
FIA believes that independent directors should not be currently active in the industry or too
recently assoctated with an SRO member

In addition, the independent board committee should have direct and unfettered access to
information to ensure that it is making fully informed decisions. Further, it should have the ability
to retain independent outside counsel in appropriate circumstances. Finally, FIA believes that the
nomination process for independent directors of SROs should be free of management or member
influence. Accordingly the nominating committee for the independent SRO board supervisory
committee should be comprised only of independent individuals who meet the requisite
mdependence test for directors.

FIA believes that, consistent with Core Principles 14-16'% the Commission should use its
authority to require SROs to implement the reforms outlined above and to ensure continued
compliance. These changes would ensure greater independence of the board generally and the
key committec described above to screen out inappropriate appearances of bias or conflicts. As a
consequence, the changes would help SROs achieve the goal of greater independence of the
regulatory function."’

2. Separation of Marketplace and Regulatory Functions

A second aspect of any reform must focus on ensuring an effective separation of an SRO’s
marketplace and regulatory functions. If an SRO is allowed to “commingle” its marketplace and
regulatory functions, both an incentive and a potential exist for the SRO to use its regulatory
functions to promote its marketplace or the pecuniary interests of its owners.

To enhance the independence of an SRO’s regulatory functions, FIA believes that, at a mininyam,
functional separation of compliance and business staffs is necessary, Compliance and
surveillance staff should report to the independent board committee. Those who manage the
business unit of an SRO should not play any role in supervising compliance and surveillance staff.
If the SRO contracts out any regulatory function, the independent contractor still should not report
to business managers. Any other structure creates conflicts of interest and undermines the
recormumnended separation and the role of the independent board commiittee.

1 The Commission issued an adopting release interpreting the Core Principles. 66 FR 42256 (Aug. 1€,

2001). The Commission could censider further interpretations of the Core Principles to ensure that SROs are
satisfving Congress’s objectives in the CEA, as amended by the CFMA.

a FIA also notes that it believes industry members of SRO commitiees, including boards of directors,
should include a broad representation of different constituencies. For example, in certain instances it would not
be appropriate for disciplinary committees to exclude certain segments of the futures industry. See discussion
below.
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Consistent with the Position Paper, the committee of independent directors should have
responsibility for:

s reviewing regulatory budgets;"

s ensuring adequate staff and resources;

e hiring, firing, and compensation of compliance and surveiliance staff;

e achieving the requisite degree of separation of compliance and surveillance staff
from other SRO staff:

e assessing and reviewing the performance of the self regulatory programs; and

e otherwise overseeing all aspects of the exchange’s institutional regulatory
functions.

3. Transparency of Regulatory Process/Ability to Participate in Process

A third aspect of any reform must enhance the transparency of the regulatory and disciplinary
processes and protect the ability of a broad cross-section of the industry, including FCMs, to
participate in these processes. Except where there are overriding concerns of confidentiality,
SROs shoutd make their own internal stractures and processes transparent to outsiders.

Rulemaking

The rules'” that an SRO adopts and the manner in which it enforces them are critical to complying
with the core principles and, as important, to properly meeting its responsibilities as an SRO.
Among other requirements, section 5(b) of the Act, which sets out the criteria for designation as a
contract market, imposes on DCMs the obligation to adept and enforce rules (1) to ensure fair and
equitable trading, (2) to ensure the financial integrity of transactions entered into by or through the
facilities of the DCM, (3) to prevent market manipulation, and (4) to discipline members or
markef participants that violate such rules. To both enhance the quality of SRO rulemaking and
engender confidence 1n the SRO rulemaking process generally, the procedures by which a DCM
adopts and enforces these rules should be transparent and should assure that members and other
market participants, not just one constituency, have an opportunity to express their views and
otherwise participate in the process.'”

2 Disciplinary fines should not be taken into account in setting budgets. Fines that are collected should

be dedicated sclely to enhancing the contract market’s regulatory activities or expanding professional and
customer education.

H For purpeses of this comment letter, the term “rule” has the same meaning as set forth in Commission
Rule 40.1,

4 The ability of market participants fo have a role in developing the four categories of rules referenced
above is particularly important, since they are most directly affected by such rules. In this regard, it generally
would not be acceptable if such rules were developed solely by SRO staff and approved by the independent
directors of the exchange or independent members of a commitiee.
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Neither the Act not the Commission’s rules prescribe the procedures that an SRO should follow in
adopting rules. Nonetheless, we believe the essential elements of these procedures are implied in
Part 40 of the Commission’s rules. In particular, Commission Rules 40.5(a)(1)(v) (voluntary
submission of rules for review and approval) and 40.6(a)3)(iv) (self-certification of rules) each
require a DCM to “describe any substantive opposing views expressed with respect to the
proposed rule that were not incorporated into the preposed rule.”” Further, Commission Rule
40.5(a)(1)(iv) requires an SRO, in submitting a rule for approval, to include in its submission, an
explanation the operation, purpose and effect of the rule, including, as applicable, a description of
the anticipated benefits, any potential anticompetitive effects, and how the rule fits into the
framework of self-regulation.’® We submit that an SRO cannot comply with the provisions of
these rules—and the Commission cannot properly determine whether the SRO’s rules violate
applicable core principles, including the requirement that the SRO endeavor to avoid adopting any
rufe that results in an unreasonable restraint of trade or imposes any material anticompetitive
burden on trading'—unless the SRO’s rulemaking procedures are designed to solicit input from
members and affected market participants on significant rule proposals.

As noted, to date the Commission has offered little direct guidance to DCMs in meeting this
responsibility. We are not yet prepared to state that formal guidance pursuant to section Sc(a} of
the Act is necessary. As an initial step, the Commission should request each SRO to submit for
the Commission’s review the written procedures by which the SRO develops and adopts rules.
Only following this review should the Commission consider whether it would be appropriate to
provide guidance to SROs in this area. The Commission’s Part 40 rules could provide the
foundation for the Commission’s review and any guidance it may subsequently elect to issue.

We recognize that the Commission’s rule review procedures are not the subject of this request for
comment.'® Nonetheless, the procedures by which an SRO adopts its rules and the procedures by
which the Commission reviews such rules are inexiricably linked.

s Rule 46.5(a){ 1){v); Rule 40.6(a)(3)(1v) is similar,
e Alibough an SRO is not required to include such a written explanation in self~certifying a rele pursuant
to Rule 40.6, we fail to see how an SRO could certify that the ruie complies with the Act and the Commission’s
regulations unless it prepared such a document for its own files and for consideration by the board or appropriate
committee prior to the adoption of the rule. Further, the board’s committee of independent directors,
recommended above, should have the responsibility to make any such certification, whether mandatory or
voluntary.

17 Section 5{d)}18) of the Act.
1 However, then-Chairman James Newsome noted his view that review of Conunission procedures and
SRO procedures shouid oceur together, “In this regard, just as I think it’s important for the Commission to
review our own regulatory structure, [ also believe it’s equally necessary for SROs, in consultation with us, to do
the same.” Address by Chairman James E. Newsome of the U.8. Commodity Futures Trading Commission at
the Futures Industry Association Law and Compliance Luncheon Chicago - May 28, 2003,
httpYwww.cltc.soviopa/speeches3/opanewsm-40.him
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In addition, to the extent that affected market participants are not afforded an opportunity to have
their views taken into account when an SRO adopts rules, FIA believes they must have the
opportunity fo seek redress with the Commission.  Transparency in the Commission’s
consideration of SRO rules and the opportunity for public participation in this process s no less
important than in an SRO’s adoption of such rules. In appropriate ecircumstances, a request for
comment should be published in the Federal Register as well as on the Commission’s website,
and the pubiic should be afforded a reasonable amount of time to analyze the rules and prepare
comments, The Commission’s decision with respect to such rule, including its analysis of the
comments, received should also be made available to the public.’” FIA urges the Commission to
implement the changes described with respect to both the processes at the SROs and its own
oversight function.

Disciplinary Process

Contlicts of interest and other problems can impair the fairness and efficacy of the current SRO
disciplinary process. FIA notes that narrowly drawn industry participants currently dominate
many hearing panels. Consequently, peers judge peers and competitors judge other competitors.
In addition, when one class of market participant dominates a disciplinary panel, other classes of
market participants subject to the panel’s disciplinary review may perceive the process to be
unfair.

For these reasons, FIA recommends several reforms to the disciplinary process. Perhaps most
importantly, neither the industry as a whole nor a particular industry segment should dominate
disciplinary panels. However, it is important to recognize that industry participants can play a
valuable role on a more balanced panel, particularly when the industry participant does not
represent an industry segment that competes agamnst the segment employing the person or enfity
charged. Industry participants can provide a “reality check” and industry knowledge to

19 ~ . - . “ .. 5 . . .
An example of the importance of such procedures is the Commission’s consideration of the Chicago

Board of Trade and the Chicago Mercantile Exchange rules implementing the clearing link between these two
exchanges. The exchanges submitted these rules pursuant to Commission Rule 46.5. Despite the fact that these
rules significantly affected the rights and obligations of Chicago Board Trade clearing members and their
customers, they were developed and adopted with little or no input from affected members. Yet, the
Commission afforded market participants only three business days to analyze and prepare comments on the
rules. As troubling, the Commission allowed itself less than one day to consider the comments that were filed
before voting to approve the roles. Notwithstanding comments that raised what many considered significant
questions of law, the Commission did not publicly address these questions in approving these rules.

Another example is the New York Mercantiie Exchange’s (“Nymex’s”) proposed amendments to rule
9.23, Protection of Clearing House. As the Commission is aware, a3 initially approved by the exchange, this rule
would have significantly altered the purpose of the clearing house guarantee by awthorizing the use of the
Guaranty Fund and other Clearing House assets in certain instances to make whole the non-defaulting customers
of a defaulting clearing member. The Nymex board approved this rule without adeguate consultation with all
affected clearing members of the exchange. After learning of the amendments, thc members were abic to
convinee the board fo withdraw the rule amendments before they were submiited o the Commission. However,
if the amendments had been submitted to the Commission, there would have been no apparent procedures by
which atfected market participants could have requested Commission review.
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independent panelists. IFurthermore, including panelists from the same industry segment as the
person or entity charged can help guard against the possibility that panel members may not know
enough about the behavior to judge it properly or worse, may want to punish a competitor from an
alternative market.

However, FIA recognizes that including people from the same industry segment creates the risk
that a panel may impose sanctions that are too light — protecting a friend; hoping that the
competitor will remember the favor if roles are reversed in the future — or conversely, may
impose sanctions that are too harsh — punishing a direct competitor. To address these concerns,
FIA recommends the following reforms: (1) the independent committee of the board should
appoint disciplinary panels; (i) as noted in the Position Paper®, disciplinary panels should be
made up ot a majority of knowledgeable independent panelists; (ii1) industry members who
represent a fair cross section of the industry should augment the panels®'; (iv) at the request of
non-industry panelists, the disciplinary panel should be able to seek the views of independent
experts; and (v) aggrieved persons or entities should have the right to appeal to the full committee
of independent directors or to a panel comprised solely of such independent committee members.

4. Preventing Unauthorized Disclosure of Confidential Informatien

A fourth aspect of any reform must focus on ensuring the confidentiality of information. The
absence of confidentiality protections compromises other goals outlined above: independence of
the regulatory function; separation of marketplace and regulatory functions; and transparency
of/participation in the regulatory process.

Currently, SRO committees and in some cases the entire board of directors review disciplinary
records and settlements, which may reveal confidential information. Industry personnel should
not be able to use for commercial advantage information about a competitor that they obtained as
a result of their service on an SRO committee or board of directors. Similarly, marketing and
business staffs should never be permitted to use information obtained in their regulatory or
compliance functions for business purposes. To limit the number of people who become privy to
confidential proprietary information, therefore, FIA recommends that SROs modify their
processes to ensure that only independent board members, relevant committees, such as business
conduct and financial compliance, if applicable, and regulatory staff have access to such
information.”* The more people who know confidential information, the less the likelthood is that
the information wil! remain confidential.””

Position Paper at I1.

21 . - . e .
See discussion below concerning confidentiality of information.

2 As discussed above, we also recommend that the business and marketing staffs of an SRO be
functionally separate from the regulatory and compliance staffs.

= In our June 18, 2004 letter to the Commission on the proposed revisions to the Joint Audit Agreement,
we noted that the Commission had “encourageld] every SRO to reexamine its policies and procedures, employee
training efforts, and its day-to-day practices to confirm that there are adequate sateguards in place to prevent the
inappropriate use of confidential information obtained by SROs during audits, investigations, or other self-
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FIA recognizes that SROs have generally adopted codes of conduct, which include a provision
prohibiting any person involved in the SRO process {rom disciosing or taking commercial
advantage of confidential proprietary information obtained in the course of SRO activities. All
such codes should be transparent and publicly available. Further, SROs should require their board
members, staff, and outside consultants to sign such codes before undertaking SRO
responsibilities.”

Conclusion
FIA appreciates this opportunity to comment on SRO governance, If the Commission has any

questions concerning the comments in this letter, please contact Barbara Wierzynski, FIA’s
General Counsel, or me at (202) 466-5460.

Sincerely,

dends

John M. Damgard
President

ce: Honorable Sharon Brown-Hruska, Acting Chairman
Honorable Walter L. Lukken, Conymnissioner

Division of Market Oversight
Richard A. Shilts, Acting Director
Steven B. Braverman, Deputy Director
Rachel Berdansky, Special Counsel

regulatory activities.” The Commission also encouraged SROs “to publicize these safeguards so that market
participants continue fo have full faith in the integrity of the seif-regulatory process and participate
enthusiastically i it, even as major changes in the futures markets create new competitive pressures.” FIA
endersed the Commission’s request and urged the Commission to make any information submitted by the SROs
publicly available. To date, neither the SROs nor the Commission has reicased any information in this regard.

= The Position Paper reconumends that “the FIA along with other futures organizations and exchanges
should establish sound practices for SRO/DSRO functions.” The Position Paper explains that “given the number
of exchanges that have SRO and DSRO responsibility, FIA believes there should be an established set of
SRO/DSRO sound practices appiicable across all of these exchanges.” Position Paper at IV. We suggest that
the development and review of codes of conduct for confidentiality and other purposes could be the first such
project,



EXHIBIT A
CFTC Study of Self-Regulation

Position Paper of the FIA
June 8, 2004

Summary

FIA supports the important role that exchanges and clearing houses perform as self-regulatory
organizations (SRO) and designated self-regulatory organizations (DSRQO). Given their strong
market knowledge and close proximity to the trading markets, they provide the best forum for
addressing many of the futures markets’ oversight functions. However, we are concerned about
potential conflicts of interest and the appearance of unfairness in the existing structure.

IIA believes there is merit in the existing structure worth preserving and that more extreme
alternatives are not desirable and are less eflicient. Nevertheless, the existing structure can be
improved through greater transparency and oversight that will minimize any potential conflict of
interests. To be fully effective, there must be an increased degree of confidence in the integrity
and objectivity of the SRO. We believe that specific modifications to the SRO structure can
merease 1ts overall efficiency and effectiveness. In addition, a clear delineation of the role and
responsibility of the CFTC in proactively overseeing these SRO functions will enhance SRO
performance and public confidence in the SRO structure.

The CFTC has been progressing with its review of the effectiveness of seif-regulation in the
futures industry. To facilitate this review, FIA has prepared this Position Paper to highlight key
areas ol concern in the hope that the CFTC will recognize the merits of these positions and take
them Into account m its assessment and recommendations for change in SRO responsibilities, In
this regard, there are four broad issues that FIA recommends the CFTC address in its SRO Study.
For each of these issues, FIA provides recommendations for specific changes to current SRO
structures.

L Potentiai Conflict of Interests - There should be a division between the business and
SRO/DSRO functions of exchanges and clearing houses.

The exchanges provide a public good and public service through price discovery and a well-
defined marketplace vet there is both the perception and some indications of actual conflicts of
interest between the business side and the SRO functions of exchanges and clearing houses. This
problem potentially 1s exacerbated by demutualization and the move to for-profit structures. FIA
recognizes that shareholders of for-profit structures are motivated in the long run to ensure
market integrity and their failure to do so should ultimately reduce revenues and profit; however,
there may be times when specific events will override the longer-term objectives of the
exchange.

Recent legislative and regulatory actions against public companies, including the enactment of
the Sarbanes-Oxley Act, suggests that without specific safeguards for-profit companies may not
always act in the public interest. The possibility that exchanges or clearing houses can abuse



their SRO responsibilities to the detriment of market participants and the public good cannot be
dismissed. FIA believes that a more formal separation between the business and SRO functions
of exchanges and clearing houses 1s essential to overall marketplace integrity. In that regard, we
have the following recommendations.

s A Committee of the exchange/clearing house Board of Directors made up of
independent, nen-industry directors should be responsible for SRO/DSRO activities
and responsibilities.

FIA recommends that each exchange/clearing house have such a Board Commitiee of
independent, non-industry directors and that the Committee have the responsibility to oversee the
SRO/DSRO budget, hire and fire compliance staff, ensure adequate staff and resources, review
cascs, audit SRO/DSRO performance and otherwise oversee all aspects of the SRO/DSRO
function. In addition, it is absolutely critical that there be a definition of “Independent” that
avoids any appearance of bias, conflict or any lack of independence. FIA is not convinced that
current exchange and others’ definitions of “independent” are adequate in these regards. In
addition fo being independent, these directors should not be currently active in the mdustry.

e The Board Committee should be responsibie to the CFTC for its oversight of the
SRO/DSRO functions

Like independent audit committees of public company boards under Sarbanes-Oxley, this Board
Committee should have real accountability. Its activities, its responsibility for the budget and the
audit all should be reviewed by the CFTC at least annually.

e There should be a more formal separation between the business and
compliance/surveillance staffs of exchanges and clearing houses.

Compliance and surveillance staff should report to the Board Committee. They should not be
involved in the business activities of the exchange or clearing houses and should not be m a
supervisory chain that includes managers on the business side of the exchange or clearinghouse.
To the extent the SRO function is contracted out, it still should not report to business managers.
Any other result creates conflicts of interest and undermines the recommended separation and
the role of the independent Board Committee.

1. Appearance of Bias — A majority of the members judging proceedings should be
disinterested parties.

FIA recognizes that its concerns about SRO fairness will be reduced with the adoption of its
recommendation of Board Committees of independent, non-industry directors overseeing
SRO/DSRO functions. However, additional measures must be taken to address related issues of
fairness and confidentiality and to ensure SRO decision-makers will be independent of business
pressures. [In particular FIA is concerned that disciplinary panels dominated by peers judging
peers has an inherent appearance of bias. Equally, disciplinary panels consisting of only one
category of market participant can be scen as unfair especially from the viewpoint of other
categories of market participants subject to the panels’ disciplinary review. Market participants
are entitled to a fair hearing. In this regard, FIA has the following recommendations.



s A majority of the members of disciplinary panels should be made up eof
knowledgeable independent panelists.

While FIA respects the experience and judgment of interested panel members, an appearance of
fairness and the avoidance of bias are enhanced when a majority of disciplinary panel members
are independent. Consideration should be given to permitting parties subject fo discipline to
request panels made up entirely of independent members.

e Interested parties should not review the records of disciplinary proceedings and
settlements.

Currently, exchange committees and in some cases the entire Board of Directors reviews
disciplinary records and scttlements. These records reveal confidential information that should
not be shared with competifors or other interested parties. The use of independent committees
and the Board Committee of independent directors should address this problem.

I1T1. Enhanced Transparency — The CIFTC should establish clear standards for DSROs and
the allocation of firms among them.

The efficiencies of the DSRO approach are widely recognized. At the same time, providing the
largest exchanges with effectively exclusive, permanent oversight responsibility has the potential
to influence behavior and undermine the independence of the DSRO function. The CFTC should
establish clear standards for qualification as a DSRO including a process to approve new
providers wishing to perform financial compliance audits. Each of these providers should be
subject to periodic CFTC review of their DSRO functions.  This oversight should include
detailed review of DSRO audits. A mechanism should be established to make the choice of
DSRO cost neutral to exchange members. Subject to CFTC adopted standards, a member firm
should be able to change its DSRO within the narrow band of CEFTC pre-approved providers.

Iv. Sound Practices — The FiA along with other futures organizations and exchanges
should establish sound practices for SRO/DSRO functions.

Given the number of exchanges that have SRO and DSRO responsibilities, FIA believes there
should be an established set of SRO/DSRO sound practices applicable across all of these
exchanges. These sound practices should follow the model of core principles in the Commodity
Futures Modernization Act. In particular, directors who serve on the independent Board
Committee with oversight responsibilities over SRO and DSRO activities should be trained to
apply these industry-wide sound practices.

Conclusion

FIA believes that this 1s an ideal opportunity to improve a process that has fargely been successful
but may have certain contlicts and biases. FIA’s hope in raising these issues and making these
recommendations is to promote a dialogue that will lead to a fairer and more efficient SRO structure
for the futures industry,
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June 18, 2004

Ms. Jean A. Webb

Secretary to the Commission

Commodity Futures Trading Commission
1155 21" Street, NW

Washington, DC 20581

Re:  Futures Market Self-Regulation, 69 Fed. Reg. 19166 (April 12, 2004)
Dear Ms. Webb:

The Futures Industry Association (“FIA™) is pleased to submit this letter in response to the
Commodity Futures Trading Commission’s (“Commission’s”) request for comments on the
proposed revisions to the Joint Audit Agreement to be entered into among the several self-
regulatory organizations (“Proposed Agreement™).* FIA supports the important role that
exchanges and the National Futures Association (“NFA™) perform as self-regulatory
organizations (“SROs™) and designated self-regulatory organizations (“DSROs™.®  Given
their strong market knowledge and close proximity to the trading markets, they provide the
best forum for addressing many of the futures markets® oversight functions. However, as
explained in detail below, we are concerned about potential conflicts of interest and the
appearance of unfairness in the existing structure that would be ratified m the Proposed
Agreement.

Before addressing specific aspects of the Proposed Agreement, however, FIA notes that the
Commission recently issued a Federal Register release requesting comment on a series of
questions relating to the structure and governance of self-regulatory organizations. 69
Fed Reg. 32326 (June 9, 2004). The latter release, which was issued in connection with the
Commission’s review of SROs, requests comment on such matters as the composition of
boards of directors, issues arising from different forms of ownership, regulatory structure,

» FiA is a principal spokesman for the commodity futures and options industry. FiA’s regular

membership is comprised of approximately 40 of the largest futures commission merchants (“FCMs™) in the
United States. Among its associate members are representatives from virtually all other segments of the
futures industry, both national and international. Reflecting the scope and diversity of its membership, FIA
estimates that its members effect more than eighty percent of all customer transactions executed on United
States contract markets,

2 Pursuant to Commission rule 1.3{ce), an SRO is defined as a designated contract market or a
registered futures association. A DSRO is defined under Commission rule 1.3{ff) as an SRO assigned
responsibility for monitoring and auditing an FCM in accordance with a plan approved under Commission
rule 1.52. Significantly, designated clearing organizations are not self-regulatory organizations under the
Commission’s rules,
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including the structure of disciplinary committees, and potential conflicts of interest generally.
FIA recently filed with the Commission a position paper outlining several broad areas of
concern in this area and will be preparing a more detailed response to this release.”’

In our view, the Commnussion’s review of the Proposed Agreement cannot be considered
separately from the Commission’s more general review of SROs, Certainly, FIA’s comments
below mught well change depending on the Commission’s response to our broader concerns.
Therefore, we recommend that the Commission defer any decision with respect to the
Proposed Agreement until its SRO study is complete.

A Changed Industry

The derivatives industry has undergone significant change in the twenty years since the
original Joint Audit Agreement was entered into in 1984 and, in particular, in the years
following enactment of the Commodity Futures Modernization Act of 2000 (“CFMA™). Legal
uncertainty surrounding over-the-counter (“OTC”) derivatives transactions among qualified
eligible participants has been resolved, and a burgeoning OTC market in swaps and other
derivatives instruments both competes with and complements the exchange traded markets.”
Many FIA member firms, either directly or through affiliates, are active participants in the
OTC derivatives markets. Concurrently, the clearing divisions of the Chicago Mercantile
Exchange (“CME”) and the New York Mercantile Exchange (“Nymex™) both offer to provide
clearing facilities for OTC derivatives.

Moreover, exchanges have entered into direct competition with each other. BrokerTec Futures
Exchange and, more recently, the U.S. Futures Exchange (“USFE”), an indirect subsidiary of
Hurex Frankfurt AG, have challenged the Chicago Board of Trade’s (“CBT’s™) dominance in
futures on US Treasury instruments, leading the CBT to counter by offering futures on the
German Bund, Bobl and Schatz.®® Meanwhile, Euronext.Liffe recently began offering futures
on Eurodollars, in direct competition with the CME.

Finally, not all clearing organizations arc as tied to futures exchanges as they once were. The
CBT has terminated its relationship with The Clearing Corporation and has been clearing
transactions through the CME since late 2003.>" The Clearing Corporation now provides

o Letter to James Newsome, Chanman, from John M. Damgard, President, FIA, dated June 8, 2004,

# The International Swaps and Derivatives Association {“ISDA”} estimates that, as of December 31,
2003: (1) the notional principal outstanding volume of inferest rate derivatives, which include interest rate
swaps and options and cross-currency swaps, was $142.31 trillion; (2) the notional value of outstanding
credit derivatives, including credit default swaps, baskets and portfolio fransactions was $3.58 rillion; and
the outstanding notional value of equity derivatives, consisting of equity swaps, options, and forwards, was
$3.44 trillion.

# As a result of its purchase of BrokerTec Futures Exchange, several of the larger FCMs own a
significant interest in USFHE.

. The Clearing Corporation, of course, has always been an independent legal entity.
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clearing services for USFE and other exchanges. In addition, the London Clearing House has
been approved as a designated clearing organization (“DCO”™), but does not yet provide
clearing services for any designated contract market (“DCM”). Although not represented on
the Joint Audit Committee (“JAC”), independent clearing organizations have a clear and
undeniable interest in the financial integrity of member FCMs.*!

As the above summary indicates, the derivatives industry is anything but static. More
important, the exchange and brokerage communities now often appear to be competing for the
same business. Consequently, the Commission, the several self-regulatory organizations and
the derivatives mdustry generally must be more sensitive to the appearance of potential
conflicts of interest, if not actual conflicts of interest, that may arise from implementation of
the Proposed Agreement. Further, we submit that the Proposed Agreement should provide the
flexibility necessary to accommumodate the inevitable changes the industry will experience in the
vears ahead.

Voting Eligibility

Paragraph 3 of the Proposed Agreement provides that “[oinly those Parties which were
members of the JAC prior to the year 2000 or which conduct their own auditing activities as a
DSRO (rather than subcontracting such responsibilities) shall be eligible to vote.” Neither the
Proposed Agreement nor the Federal Register release requesting comment explains the reasons
underlying this provision. On its face, it appears to have no rational basis.

What regulatory purpose is served by granting voting privileges to AMEX Commodities
Exchange and the Philadelphia Board of Trade, neither of which currently list products for
trading, while denying voting privileges to USFE? Certainly, the distinction cannot be based
on the decision of USFE to subcontract certain of its self-regulatory responsibilities to NFA. A
review of the Commission’s Selected FCM Financial Data as of May 31, 2004, indicates that,
with a few exceptions, DSRO responsibilities arc performed by only three self-regulatory
organizations—CBT, CME and NFA** Without further explanation, the provisions of
paragraph 3 relating to voting eligibility appear to have no purpose but to assure the continued
dominance of the “old exchanges” over the “new exchanges.”

Under the Commodity Exchange Act (“Act™), all DCMs have self-regulatory obligations that
they are required to meet. Further, although the Act clearly contemplates that DCMs may

M As noted in footnote 2 above, DCOs are not self-regulatory organizations under the Commission’s

rules. Nonetheless, DCOs have an obvious interest in the financial integrity of their member FCMs.
Therefore, procedures should be developed to assure that DSROs provide independent DCOs the same access
to financial and other relevant information obtained by a DSRO with respect to a member FCM as the DSRO
now makes availabie to DCOs that are divisions of & DCM., In addition, consideration should be given to
inviting independent clearing organizations to participate, if not vote, in meetings of the JAC.

= Of the 178 registered FCMs: NFA is the DSRO for 97 FCMs; the CBT is the DSRO for 40 FCMs:
the CME is the DSRO for 29 FCMs; Nymex is the DSRO for 10 FCMs; and the Kansas City Board of Trade
and New York Board of Trade are the DSRO for one FCM each.
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delegate these obligations to a registered futures association, such as NFA, or another
registered entity, the Act also provides that that DCM “shall remain responsible for carrying
out” these obligations.™ As long as a DCM has statutory self-regulatory obligations that it is
required to meet and, consequently, may be held responsible for the manner in which a DSRO
performs these obligations on iis behalf, FIA believes that each DCM should have an equal
voice in matters that become before the JAC.*

Allocation of Firms Among DSROs

As noted earlier, the CBT, CME and NFA serve as the DSROs for essentially all registered
FCMSs. Further, either the CBT or the CME is the DSRO for all but two of the twenty largest
FCMs by amount of segregated funds held.”® FIA is not concerned that these three entities
perform the majority of DSRO activities on behalf of other DCMs.  To the contrary,
particularly in the area of financial audits, we believe that the expertise demanded of audit staff
effectively requires that these responsibilities be exercised by a small number of qualified
SROs. Nonetheless, two aspects of the Proposed Agreement cause concern.

First, the Proposed Agreement provides no means by which an FCM may participate in the
selection of its DSRO. In addition, once assigned to a DSRQO, an FCM may not be reassigned,
except with the consent of that DSRO. As we discussed at the outset of this letter, exchanges
and their FCM members are increasingly engaged in activities that appear to compete with
each other. Consequently, an FCM may find that its activities are being audited by an
exchange that is, or at Ieast appears to be, its competitor. In these circumstances, and in order
to avoid e\ggn an appearance of a conflict of imterest, an FCM should have the ability to change
its DSRO.™

+ Section 5¢(b) of the Act.
Paragraph 3 of the Proposed Agreement also provides:

If two or more Parties become commmonly owned through a merger or acquisition, the surviving
Party is entitled to one representative on the JAC; provided, however, that any Party which
maintaing a separate legal entity after an acquisition, will retain their representative on the JAC,

FIA agrees that, if two or more DCMs become commonly owned, they should be entitled only to one
representative and one vote on the JAC in all instances. The fact that a DCM is maintained as a separate
legal entity following an acquisition should not entitle that entity to representation or a vote.

» Based on the Commission’s Selecied FCM Financial Dafa as of May 31, 2004, these twenty firms
hold m excess of 85 percent of all customer segregated funds. Of these firms, the CBT is the DSRO for 12,
the CME is the DSRO for six and Nymex is the DSRO for two.

i We want to be clear that we are not asserting that any DSRO has acted, or would act, in a way that
waould constitute a conflict of interest. Nor would we anticipate any rush by FCMs to change their DSRO.
To the contrary, in our discussions with FIA member firms, they are by and large satisfied with the DSRO to
which they have been assigned. Nonectheless, as we noted in our June 8, 2004 position paper on self-
regulation, “providing the largest exchanges with effectively exclusive, permanent oversighi responsibility
has the potential fo influence behavior and undermine the independence of the DSRO function.”
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We have considered various means by which an FCM could be permitted to change its DSRO
and suggest that an FCM should be able to change its DSRO on a periodic basis, e.g., every
five years.”” The FCM could request this change for any or no reason. Although an FCM
could participate in the selection of its DSRO, the FCM would not have the unilateral right to
choose the DSRO that would assume responsibility for the firm. Rather, the DSRO would be
chosen from among those SROs that the Commission has determined meets clear and objective
standards. Any procedure should assure and prevent any appearance that the FCM was
engaging in regulatory arbitrage among DSROs.”® Separately, FIA believes the Commission
should establish procedures in rule 1.52 by which an FCM may petition the Commission to
request a change in the FCM’s DSRO in the unlikely event that the DSRO has engaged in
egregious misconduct conduct with respect to the FCM.

Second, we believe that the exchanges should not have the unquestioned right of first refusal
with respect to the allocation of DSRO responsibilities among exchange member firms. As
discussed above, in light of the potential appearance of conflict of interests between an FCM
and its DSRO, FIA believes that procedures should be considered to permit NFA or another
non-exchange entity to serve as an FCM’s DSRO, provided that entity meets Commission
approved standards.

Confidentiality

The information that DSROs obtain in the course of their examinations of member firms and
the records they prepare obviously contain confidential proprietary and business mformation
that an FCM would not otherwise disclose. FIA is concerned that the confidentiality
provisions set forth in paragraph 8 of the Proposed Agreement do not provide sufficient
assurance that such information wiil not be shared with other divisions of the DSRO or with
other SROs except for appropriate cause. Since FCMs are not parties to the Proposed
Agreement and otherwise appear to have no cause of action against an SRO that may
improperly disclose confidential information, 1t 1s particularly important that the
responsibilities of SROs in this regard be clearly circumscribed.’

In a press release dated February 6, 2004, the Commission announced that it has “encourage[d]
every SRO to reexamine its policies and procedures, employee fraining efforts, and its day-to-
day practices to confirm that there are adequate safeguards in place to prevent the
inappropriate use of confidential information obtained by SROs during audits, investigations,
or other self-regulatory activities.” The Commission also encouraged SROs “to publicize these
safeguards so that market participants continue to have full faith in the integrity of the self-

7 No FCM, however, would be required to change 1ts DSRO under this procedure.

s As noted in our June § position paper, FIA believes that a mechanism should be established to make
the choice of DSRO cost neutral to exchange members,

A Again, FIA is not asserting that the audit staffs of any exchange or other SRO have inappropriately
shared otherwise confidential business information.
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regulatory process and participate enthusiastically in it, even as major changes in the futures
markets create new competitive pressures.” "

Consistent with the Commission’s recommendations, FIA respectfully submits that the
Proposed Agreement governing confidentiality of FCM proprietary and business information
should be revised to describe specifically the limitations on the use of such information. In
addition, FIA believes the Commission should consider adopting a rule requiring the
confidential treatment of all proprietary and confidential information collected during an
examination. Such a rule would assure that violations of FCM confidentiality would be subject
to appropriate penaity.

Commission Review

In light of the constant change that is the halimark of the derivatives industry and the potential
conflicts of interest that are inherent in any self-regulatory structure, FIA encourages the
Commission to play a more active role in overseeing the activities of the Joint Audit
Committee.

Conciusion

FIA appreciates the opportunity to submit these conuments on the Proposed Agreement. If you
have any questions concerning this letter, please contact Barbara Wierzynski, FIA’s General
Counsel, or me at (202) 466-5460.

Sincerely,

Johin M., Damgard
President

cc: Honorable James E. Newsome, Chairman
Honorable Walter L. Lukken, Commissioner
Honorable Sharon Brown-Hruska, Commissioner

Division of Clearing and Intermediary Oversight
James L. Carley, Director
Thomas J. Smith, Associate Director

o F1A supports the Commission’s request that SROs examine their policies and procedures designed

to protect the confidentiality of member information and make these policies and procedures public. FIA is
nof aware that any SRO has responded to the Commissien to date. We recommend that this information be
made publicly available as soon as possible in order fo afford FIA and others an opporfunity (o submit
comments in response to the Commission’s June 9, 2004 Federal Register release.



